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Office of the Auditor

The missions of the Office of the Auditor are assigned by the Hawaii State Constitution
(Article VII, Section 10).  The primary mission is to conduct post audits of the transactions,
accounts, programs, and performance of public agencies.  A supplemental mission is to
conduct such other investigations and prepare such additional reports as may be directed by
the Legislature.

Under its assigned missions, the office conducts the following types of examinations:

1. Financial audits attest to the fairness of the financial statements of agencies.  They
examine the adequacy of the financial records and accounting and internal controls, and
they determine the legality and propriety of expenditures.

2. Management audits, which are also referred to as performance audits, examine the
effectiveness of programs or the efficiency of agencies or both.  These audits are also
called program audits, when they focus on whether programs are attaining the objectives
and results expected of them, and operations audits, when they examine how well
agencies are organized and managed and how efficiently they acquire and utilize
resources.

3. Sunset evaluations evaluate new professional and occupational licensing programs to
determine whether the programs should be terminated, continued, or modified.  These
evaluations are conducted in accordance with criteria established by statute.

4. Sunrise analyses are similar to sunset evaluations, but they apply to proposed rather than
existing regulatory programs.  Before a new professional and occupational licensing
program can be enacted, the statutes require that the measure be analyzed by the Office
of the Auditor as to its probable effects.

5. Health insurance analyses examine bills that propose to mandate certain health
insurance benefits.  Such bills cannot be enacted unless they are referred to the Office of
the Auditor for an assessment of the social and financial impact of the proposed
measure.

6. Analyses of proposed special funds and existing trust and revolving funds determine if
proposals to establish these funds are existing funds meet legislative criteria.

7. Procurement compliance audits and other procurement-related monitoring assist the
Legislature in overseeing government procurement practices.

8. Fiscal accountability reports analyze expenditures by the state Department of Education
in various areas.

9. Special studies respond to requests from both houses of the Legislature.  The studies
usually address specific problems for which the Legislature is seeking solutions.

Hawaii’s laws provide the Auditor with broad powers to examine all books, records, files,
papers, and documents and all financial affairs of every agency.  The Auditor also has the
authority to summon persons to produce records and to question persons under oath.
However, the Office of the Auditor exercises no control function, and its authority is limited to
reviewing, evaluating, and reporting on its findings and recommendations to the Legislature and
the Governor.
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OVERVIEW
Financial Audit of the Department of Defense
Report No. 04-06, March 2004

Summary The Office of the Auditor and the certified public accounting firm of
PricewaterhouseCoopers LLP conducted a financial audit of the Department of
Defense, State of Hawaii, for the fiscal year July 1, 2002 to June 30, 2003.  The
audit examined the financial records and transactions of the department; reviewed
the related systems of accounting and internal controls; and tested transactions,
systems, and procedures for compliance with laws and regulations.

In the opinion of the firm, except for the effects of the adjustments, if any, resulting
from the FY2001-2002 capital asset issues, the financial statements present fairly
the department’s financial position and changes in its financial position for the
fiscal year ended June 30, 2003, in conformity with generally accepted accounting
principles.

With respect to the department’s internal control over financial reporting and
operations, we found several deficiencies, including a significant reportable
condition considered to be a material weakness.  In the material weakness, we
found that the department has not properly accounted for its capital assets.  The
department was unable to provide adequate documentation to support $12.2
million of $17.2 million in capital asset costs and related accumulated depreciation
of $4.5 million of $4.8 million.  This information should have been recorded upon
the implementation of GASB Statement No. 34 as of June 30, 2002, and is reflected
in the $12 million restatement as of July 1, 2002, in the financial statements, and
the recording of depreciation expense thereon of $373,000 in the fiscal year ended
June 30, 2003.  Additionally, the department restated the prior-period capital
assets balance to reflect additional capital assets that should have been capitalized
and depreciated in previous years.

We also found that the department’s poor management of contracts resulted in
noncompliance with certain provisions of the Hawaii Public Procurement Code.
Our testing of the department’s procurement practices revealed that contract
records were not properly maintained; bid opening procedures were not followed;
a justification for the selection of a small purchase vendor was not properly
documented; screening committee requirements for professional services were
not followed; and services were rendered before contracts were executed.  As a
result, there was no assurance that fair competition was sought by the department
and that state funds were spent in an effective and cost-beneficial manner.

Moreover, we found that the department did not make changes to the allocation of
payroll wages on a timely basis, which resulted in inaccurate federal reimbursements.
In our review of six pay periods for five Disaster Program employees (total of 30
items tested), we found eight instances where the employees’ wages were
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incorrectly charged 100 percent to federal funds rather than 75 percent to federal
funds and 25 percent to state (general) funds.  As a result, the department
overcharged the federal government by $11,751, since employees’ wages were not
allocated to the proper appropriation codes.  The department does not have any
formal written procedures to ensure that changes to the payroll wage allocation are
completed in a timely fashion.

Finally, we found that the department did not file certain federal financial status
reports on a timely basis.  In 15 instances out of a sample of 68 Financial Status
Quarterly Reports filed in FY2002-03, the department submitted the financial
status reports for five grants eight days after the required submittal date.  The
department does not have any formal written procedures assigning responsibility
to ensure that the financial status reports are filed on a timely basis.  Although the
department was not assessed any penalty due to this late filing, untimely submittal
of reports to the federal government could result in penalties to the department or
jeopardize future federal funding.

We recommend that the department ensure that adequate supporting documentation
is maintained for the capital assets to support the propriety of these assets.  The
department should also ensure the capital assets are properly accounted for by
department staff, and their work is reviewed and approved by the appropriate
supervisor.

We also recommend that the department comply with the Hawaii Public Procurement
Code and procurement rules for the procurement of goods and services, ensure
proper contract execution prior to the commencement of the contracted work, and
provide periodic employee training.  Moreover, the department should ensure
proper and timely processing of the changes in the payroll wage allocation among
appropriation codes through strengthened procedures.  Finally, the department
should establish and enforce formal written procedures to delineate the
responsibilities and deadlines for completing and submitting required federal
financial status reports.

The department generally concurred with most of our findings and
recommendations, and provides additional information to explain its current
procedures and corrective actions planned to address the internal control deficiencies
identified in our report.

Recommendations
and Response
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Foreword

This is a report of the financial audit of the Department of Defense, State
of Hawaii, for the fiscal year July 1, 2002 to June 30, 2003.  The audit
was conducted pursuant to Section 23-4, Hawaii Revised Statutes, which
requires the State Auditor to conduct postaudits of all departments,
offices, and agencies of the State and its political subdivisions. The audit
was conducted by the Office of the Auditor and the certified public
accounting firm of PricewaterhouseCoopers LLP.

We wish to express our appreciation for the cooperation and assistance
extended by officials and staff of the Department of Defense.

Marion M. Higa
State Auditor
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Chapter 1
Introduction

This is a report of our financial audit of the Department of Defense, State
of Hawaii.  The audit was conducted by the Office of the Auditor and the
independent certified public accounting firm of PricewaterhouseCoopers
LLP.  The audit was conducted pursuant to Section 23-4, Hawaii Revised
Statutes (HRS), which requires the State Auditor to conduct postaudits of
the transactions, accounts, programs, and performance of all
departments, offices, and agencies of the State of Hawaii and its political
subdivisions.

The Department of Defense administers the Hawaii National Guard, the
Civil Defense Division, the Hawaii National Guard Youth Challenge
Program and the Office of Veterans Services.  The federal government
provides funding to the department through the National Guard Bureau
and the Federal Emergency Management Agency.  As a condition of
funding, the federal government sets requirements relating to the size,
strength, and structure of the organization.

The department’s purpose is to provide military and civil defense
organizations that are adequately staffed, trained, equipped, and prepared
to expeditiously respond to both federal and state missions.  The
department’s objective is to minimize death, injury, property damage,
and economic loss in the event of physical disasters, mass casualty
situations or manmade disasters.

The adjutant general is the head of the department and the director of
civil defense for the State.  He is the commanding general of the Hawaii
National Guard and responsible for Hawaii homeland security.  The
department comprises many functional offices, divisions, advisory units,
and a program.  Exhibit 1.1 displays the department’s organizational
structure.  The primary responsibilities of these units follow:

The Office of Veterans Services is the principal agency responsible for
the administration and coordination of all functions and activities
prescribed under Chapter 363, HRS, Veterans Rights and Benefits.  It
manages the Hawaii State Veterans Cemetery and provides information,
referral, advocacy, counseling, and other appropriate services to
veterans, their dependents, and survivors.

Background

Organization
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The Hawaii National Guard Youth Challenge Program, under the
direction of the adjutant general, is responsible for carrying out Hawaii’s
efforts in a nationwide strategy to assist qualified high-school dropouts,
ages 16 through 18.  Qualified candidates participate in each of two five-
month residential programs leading to the completion of a General
Education Development or a Competency Based High School Diploma.

The Judge Advocate General Office provides legal support to the
adjutant general, personnel and subordinate units of the Hawaii National
Guard, and the U.S. Property and Fiscal Office.

The Human Resources Office provides personnel, manpower
management, and administrative support services for all full-time
personnel programs.  This office serves as the adjutant general’s single
point of control for managing and administering Hawaii National Guard
full-time personnel programs.

The U.S. Property and Fiscal Office is a representative of the federal
government.  The office plans, coordinates, and executes the federal
financial and logistical support of the Hawaii National Guard in
accordance with applicable federal laws, regulations, and directives.

The Engineering Office provides professional engineering services to
all major organizational segments of the department.  The engineering
services encompass programming/budgeting, planning, designing,
advertising, and awarding construction contracts, construction
management, and facilities maintenance and repair.

The Administrative Services Office, under the general direction of the
adjutant general, provides military and executive management services
and support to the Office of the Adjutant General.

The Quality Office provides guidance to the adjutant general and
oversees the department’s improvement initiatives.

The Public Affairs Office plans, develops, directs, and administers the
department’s community relations and public and internal information
programs.

The State Personnel Office provides personnel services, human
resources management, and administrative support services for all state
personnel programs.

The Civil Defense Division coordinates, integrates and focuses
mitigation, preparedness, response, and recovery phases of emergency
management for the State of Hawaii.  Under the supervision of the
adjutant general, the vice director of the Civil Defense Division provides
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direction, control and coordination of the executive, administrative, and
operational responsibilities and functions of the Civil Defense Division
and acts for the director of civil defense in his absence.

The Hawaii Army National Guard Division provides command,
control and supervision of administration, training, operations, and
logistics in preparing assigned units for their federal and state
mobilization missions for the department’s Hawaii Army National
Guard.

The Hawaii Air National Guard Division provides command, control,
and supervision of administration, training, operations, and logistics in
preparing assigned units for their federal and state mobilization missions
for the department’s Hawaii Air National Guard.

1. Assess the adequacy, effectiveness, and efficiency of the systems
and procedures for the financial accounting, internal control, and
financial reporting of the Department of Defense; to recommend
improvements to such systems, procedures, and reports; and to report
on the fairness of the financial statements of the department.

2. Ascertain whether expenditures or deductions and other
disbursements have been made and all revenues or additions and
other receipts have been collected and accounted for in accordance
with federal and state laws, rules and regulations, and policies and
procedures.

3. Make recommendations as appropriate.

We audited the financial records and transactions, and reviewed the
related systems of accounting and internal controls of the department for
fiscal year July 1, 2002 to June 30, 2003.  We tested financial data to
provide a basis to report on the fairness of the presentation of the
financial statements.  We also reviewed the department’s transactions,
systems, and procedures for compliance with applicable laws,
regulations and contracts.

We examined the department’s accounting, reporting, and internal
control structure, and identified deficiencies and weaknesses therein.
We made recommendations for appropriate improvements, including, but
not limited to, the department’s management and administration of
contracts, forms and records, and accounting and operating procedures.

Objectives of the
Audit

Scope and
Methodology
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Senior Army Advisor
Senior Air Force Advisor

Exhibit 1.1
Department of Defense
State of Hawaii
Office of the Adjutant General
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In addition, we reviewed the extent to which recommendations made in
the department’s previous external financial audit report have been
implemented.  Where recommendations have not been, or have been only
partially implemented, the reasons for these were evaluated.

The independent auditors’ opinion as to the fairness of the department’s
financial statements presented in Chapter 3 is that of
PricewaterhouseCoopers LLP.  The audit was conducted from July 2003
through January 2004 in accordance with auditing standards generally
accepted in the United States of America as set forth by the American
Institute of Certified Public Accountants and the standards applicable to
financial audits contained in Government Auditing Standards, issued by
the Comptroller General of the United States.
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Chapter 2
Internal Control Deficiencies

Internal controls are steps instituted by management to ensure that
objectives are met and resources safeguarded.  This chapter presents our
findings and recommendations on the financial accounting and internal
control practices and procedures of the Department of Defense
(department).

We found a material weakness and several reportable conditions
involving the department’s internal control over financial reporting and
operations.  A material weakness is a condition in which the design or
operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements in amounts
that would be material in relation to the basic financial statements being
audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.
Reportable conditions are significant deficiencies in the design or
operation of the internal control over financial reporting that, in our
judgment, could adversely affect the department’s ability to record,
process, summarize and report financial data consistent with the
assertions of management in the financial statements.  Similar issues
were communicated to the department in our Report No. 96-18,
Financial Audit of the Department of Defense.

The following matter is considered a material weakness:

1. The department has not properly accounted for capital assets, which
resulted in a qualified opinion issued by PricewaterhouseCoopers
LLP on the department’s financial statements.  The department was
unable to provide adequate documentation to support certain capital
asset costs and the related accumulated depreciation.  Additionally,
the department restated the prior-period capital assets balance to
reflect additional capital assets that should have been capitalized and
depreciated in previous years.

We also found reportable conditions as follows:

2. The department’s poor management of contracts resulted in
noncompliance with certain provisions of the Hawaii Public
Procurement Code.  Our testing of the department’s procurement
practices revealed that contract records were not properly
maintained; bid opening procedures were not followed; a small

Summary of
Findings
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purchase vendor selection was not properly documented; screening
committee requirements for professional services were not followed;
and services were rendered before contracts were executed.  There is
no assurance that fair competition was sought by the department and
that state funds were spent in an effective and cost-beneficial
manner.

3. The department did not charge payroll wages to the proper
appropriation codes on a timely basis, which resulted in inaccurate
federal reimbursements.  Untimely changes to the allocation of
employees’ wages could result in future overcharges to the federal
government and may jeopardize future federal funding.

4. The department did not file certain federal financial status reports on
a timely basis.  Untimely submittal of reports to the federal
government could result in penalties to the department or could
jeopardize future federal funding.

The department improperly accounted for capital assets by:  1) failing to
provide adequate documentation to support certain capital asset costs and
the related accumulated depreciation; 2) restating the prior year capital
assets balance; 3) improperly expensing capital assets; and 4) not
fulfilling its commitment to fully implement Governmental Accounting
Standards Board (GASB) Statement No. 34 in FY2002-03.  A qualified
opinion was rendered on the department’s financial statements, as we
were unable to obtain sufficient evidential matter to support $12.2
million of $17.2 million in capital asset costs and related accumulated
depreciation of $4.5 million of $4.8 million that should have been
recorded by the department on the implementation of GASB Statement
No. 34 as of June 30, 2002, and is reflected as part of the $12 million
restatement as of July 1, 2002, in the financial statements, and the
recording of depreciation expense thereon of $373,000 in the fiscal year
ended June 30, 2003.

During FY2002-03, the department identified $17.2 million of additional
capital assets that the department believes should have been capitalized
and depreciated in prior years.  Accordingly, the department restated the
prior-period capital assets balance, net of accumulated depreciation, of
approximately $12 million in FY2002-03.  However, the department was
unable to provide adequate documentation, such as contracts, for certain
capital assets to support the cost and the year the assets were placed into
service.

The department informed us that it had not recorded these assets in
previous years, since the assets were acquired or built by the department

The Department
Has Not Properly
Accounted For
Capital Assets
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with federal funds.  Therefore, the department had assumed the assets
would be recorded by the federal government rather than the state
government.  However, with the implementation of GASB Statement No.
34 in FY2001-02, the GASB Implementation Guide provided the
following guidance related to capital assets: “Although property records
may indicate that the capital assets were acquired with federal funds and
the federal government retains a reversionary interest in the salvage
values of the assets, the state or local government is the party that uses
the assets in its activities and makes the decisions regarding when and
how the assets will be used and managed.  The historical cost of these
assets should be reported in the state or local government’s statement of
net assets, and depreciation expense, if applicable, for these assets
should be included in the expenses for the function that uses the assets.”
Based on this guidance and since the department uses these assets in its
activities and manages these assets, the department recorded the capital
assets in FY2002-03.

Additionally, the department made adjustments to reduce the
construction-in-progress balance by approximately $1,052,000, because
certain construction-in-progress assets should not have been capitalized
in previous years or the project was completed in previous years and the
asset should have been reflected as equipment.  Moreover, the
department increased the construction-in-progress balance by
approximately $610,000 to reflect certain building improvements made
between FY1998-2002, which the department believes were incorrectly
written off in FY2001-02.  Since these improvements were built by the
State with federal funds, the department had determined in FY2001-02
that these costs should not have been previously capitalized by the
department and had written off the assets in FY2001-02.  The department
subsequently determined in FY2002-03 that those costs should have
remained on the department’s books as capitalized assets, based on the
guidance provided in the GASB Implementation Guide referred to above.

The department has also restated the prior-period capital assets and the
accumulated depreciation balances by $2,475,525 and $2,340,673,
respectively, in FY2002-03.  During the quarter ended June 30, 2002, the
department had incorrectly recorded the transfer of a paging amplifier
placed in service in FY1995-96 within the Civil Defense Division on the
State’s Detail of Inventory Property (Form 17-A).  The department
properly reflected the transfer out at $2,527, but incorrectly reflected the
transfer in at $2,527,307 on Form 17-A, which is signed by the adjutant
general and the fiscal officer.  The department identified and corrected
the error during the reconciliation process performed during the quarter
ended December 31, 2002.  The department informed us that the
reconciliation had been delayed because the personnel responsible for
the task was backlogged with work.
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The department recorded another adjustment in FY2002-03 to increase
the prior-period capital assets balance by $51,782 for eight assets that
were placed into service in FY2000-01 and FY2001-02.  The department
informed us that the respective divisions had not properly reported these
capital assets to the fiscal office on a timely basis for inclusion on Form
17-A and for capitalization purposes.  Furthermore, we noted that
approximately $278,000 of building cables and wiring were improperly
reflected as repairs and maintenance expenditures rather than as capital
assets during FY2002-03.  The department informed us that this error
was due to personnel responsible for identifying expenditures not being
fully aware of the criteria for capitalization. However, the department
subsequently restated the FY2002-03 financial records to capitalize and
depreciate this asset.

Finally, although the department indicated in its June 30, 2002 audited
financial statements that the retroactive infrastructure assets
requirements of GASB Statement No. 34 would be implemented in the
fiscal year ended June 30, 2003, the department has not recorded any
infrastructure assets in FY2002-03.  GASB encouraged government
entities to report all major general governmental infrastructure assets at
the date GASB Statement No. 34 was implemented, which was in
FY2001-02 for the department.  The statement requires that all
government entities complete retroactive reporting within four years
after the entity’s implementation date, or in FY2005-06.

The department should ensure that adequate supporting documentation is
maintained for the capital assets to support the propriety of these assets.
The department should also ensure that the capital assets are properly
accounted for by department staff, and their work is reviewed and
approved by the appropriate supervisor.  Finally, the department should
commit to a deadline in implementing the retroactive infrastructure asset
requirements of GASB Statement No. 34.

We found instances of the department’s noncompliance with the Hawaii
Public Procurement Code.  Our testing of procurement practices revealed
that contract records were not properly maintained, bid opening
procedures were not followed, small purchase vendor selection was not
properly documented, screening committee requirements for professional
services were not followed, and services were rendered before contracts
were executed.

Recommendation

The Department’s
Poor Management
of Contracts
Resulted in
Noncompliance
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The Award of Contract, which is a written notice to the lowest
responsible bidder in accordance with Section 103D-302(h), HRS, could
not be located for two of the four competitive sealed bidding contracts
executed by the department in FY2002-03.  The Engineering Office,
which is responsible for maintaining contract records, indicated that
these documents may have been misplaced when the former contract
specialist retired in March 2003.  Therefore, we could not verify that
these security guard contracts were awarded in a timely manner to the
appropriate contractor as follows:

The department also procures professional services in accordance with
Section 103D-304, HRS.  The section provides that the contracts for
professional services be awarded on the basis of demonstrated
competence and qualification for the types of services required, and at
fair and reasonable prices.  It further provides that the review committee,
designated by the head of the purchasing agency, will review and
evaluate all statements of qualification and other pertinent information
submitted by interested bidders, and prepare a list of qualified persons to
provide these services before the beginning of each fiscal year.  The
screening committee, designated by the head of the purchasing agency,
will then evaluate the statements of qualification and other pertinent
information of those persons on the list of qualified persons and provide
the names of a minimum of three persons who the committee concludes
are the most qualified to provide the services required, with a summary
of each of their qualifications.

The Engineering Office indicated that the contract specialist, who is
responsible for preparing the list of qualified persons for procurement of
professional services, had overlooked preparing the FY2002-03 list.  The
FY2002-03 list should have been completed upon receipt of the
statements of qualification from the contractors.  Therefore, we could not
ensure that the appropriate qualified persons were solicited for the two
professional services contracts executed by the department in FY2002-03
as follows:

Department does not
maintain proper
contract records

 
Division 

 
Contract No. 

Contract Term or 
Effective Date 

Contract 
Amount 

 
Hawaii Army 

National Guard 
Division 

 
 
 

50378 

 
 

November 1, 2002 – 
September 1, 2003 

 
 
 

$98,060 
 

Hawaii Army 
National Guard 

Division 

 
 
 

50461 

 
 

November 1, 2002 – 
September 1, 2003 

 
 
 

$98,060 
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For contract 49882, we noted that although the contractor had submitted
a statement of qualification for FY2001-02 and was awarded the
contract, the contractor was not on the FY2001-02 list of qualified
persons.  The contractor, a structural engineering firm, was retained to
perform a modeling sensitivity analysis for an earthquake loss estimation
program and to investigate estimated versus reported historic event
consequences for the State of Hawaii.

The department informed us that the screening committee identified
qualified contractors to perform the above referenced services.  The
screening committee then obtained verbal confirmation from the former
contract specialist that these contractors were on the qualified list, as the
screening committee members did not obtain a copy of the list nor did
they obtain the statements of qualification.  The contracts and
engineering officer indicated that the contractor for contract 49882
should have been on the FY2001-02 list as it was qualified to perform
engineering services for the department, but could not explain why that
contractor was not on the FY2001-02 list.

For contract 50640, the contracts and engineering officer provided the
screening committee with the FY2001-02 list of qualified persons to use
in identifying the appropriate contractors, as the FY2002-03 list was not
prepared.  We noted that all four companies selected by the screening
committee were on the FY2001-02 list and all but one company had
submitted a statement of qualification for FY2002-03.  A civil
engineering consulting firm was retained to design the 93rd Civil Support
Team facility in Kalaeloa, Hawaii.

The contracts and engineering officer and the personnel in charge of the
screening committee informed us that they did not realize the FY2002-03
list had not been prepared and that they were inadvertently utilizing the
FY2001-02 list.  Therefore, the screening committee members based
their selection on an outdated list and subjective criteria, which could
have potentially biased decision-making.

Given the department’s lack of required documentation to support the
selection of these contractors, the department is not in compliance with

 
Division 

 

 
Contract No. 

 
Contract Term  

Contract 
Amount 

Civil Defense 
Division 

 
49882 

June 1, 2002 – 
June 30, 2003 

 
$46,875 

 
Hawaii Army 

National Guard 
Division 

 
 
 

50640 

 
 

June 30, 2003 – 
September 30, 2004 

 
 
 

$1,483,738 
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the Hawaii Public Procurement Code.  There is no evidence that fair
competition was sought by the department and therefore, no assurance
that state funds were spent in an effective and cost-beneficial manner.
Additionally, the department’s improper procurement practices may be
questioned by other contractors, which may jeopardize the department’s
ability to obtain qualified bidders in the future.

None of the four competitive sealed bidding contracts initiated by the
department in FY2002-03 was properly time-stamped upon receipt of the
bids, as required by Section 3-122-30, Hawaii Administrative Rules
(HAR).  The staff manually wrote the date and time on the envelope of
the bids, but did not obtain approval from the chief procurement officer
to utilize this method, as required by the rules.  We also noted that only
the awarding bidder’s envelope was retained and therefore, it could not
be determined whether all other bidders had submitted their bids in a
timely fashion.

The department informed us that, due to the thickness of these bids, the
envelopes did not fit in the department’s time stamp and therefore, were
manually logged.  However, we noted that the four competitive sealed
bids could fit into the time stamp.  Per the department, the bidders often
included the technical specifications and general conditions with the
proposal and therefore, the envelopes did not fit into the time stamp.
The department retains only one copy of the technical specifications and
general conditions and was unable to determine which bids included the
required documents.

Since the bid envelopes were not time-stamped, the bidders who were
not selected may question whether the awarded bids were actually
received by the official due dates.  The State Procurement Office
procurement manual provides that the bid receipt, accuracy of the time
and date stamp, security of storage, and personnel access to the bid
documents are important components in the public perception of the
integrity of the purchasing process.

Additionally, the department was not aware of the necessity to retain the
envelopes of all bidders, even after the contract has been awarded.
Section 103D-320, HRS, provides that all procurement records shall be
retained and disposed of in accordance with Chapter 94, HRS, and
records retention guidelines and schedules approved by the State of
Hawaii comptroller.  Furthermore, all time-stamped envelopes should be
retained as evidence that all bidders listed on the abstract of bids had
submitted their bids on time.

Bid opening
procedures need
improvement
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We tested 30 small purchases and noted one instance where the
department did not document its justification for selecting a vendor, as
required by the State Procurement Office’s procurement circular.  In late
2002, the department solicited price quotations from three vendors, but
only one vendor responded to the solicitation with a $12,000 bid.  The
department indicated that it had not solicited additional bids when the
two vendors declined to bid, as these three vendors were the only
vendors qualified to perform the specialized services.  The department
was not aware of a requirement to document its justification for not
obtaining three bids, which may be the result of inadequate staff training
on the procurement code.

The State Procurement Office Circular No. 1997-06 provides guidelines
for small purchase procurements less than $25,000.  The procurement
circular requires at least three quotations be obtained (verbally or by
facsimile) for purchases between $1,000 and less than $15,000, and at
least three written quotations be obtained for purchases between $15,000
and less than $25,000.  The award for the goods or service must consider
price, quality, warranty, and delivery, and offered to the most
advantageous bid.  If it is not practical to solicit three quotations or if the
award was made to other than the lowest bid, written justification must
be documented on the State of Hawaii Record of Small Purchase form
(SPO Form-10), or similar form, and maintained in the procurement file.

Since the department did not maintain adequate documentation,
questions may be raised whether fair competition was properly sought by
the department and whether state funds were spent in an effective and
cost-beneficial manner.

For one professional service contract, the department did not maintain
any documentation on which employees served on the screening
committee to review and evaluate the qualifications of contractors.  The
department informed us that the committee was comprised of two
employees, instead of a minimum of three employees as required by
Section 103D-304(d), HRS.  Although the department was aware of the
committee member requirement, it obtained only two employees to meet
a tight deadline to award the contract or jeopardize losing the federal
funds.

Therefore, the department may not have performed a fair evaluation of
all contractors.  Since the names of the employees on the screening
committee and their qualifications and credentials in the area of services
required were not properly documented, the department could be
challenged regarding conflicts of interest or qualifications of employees
on the committee.  Section 103D-304(d), HRS, provides that the
screening committee be comprised of a minimum of three employees of

Department did not
document justification
for the selection of a
small purchase vendor

Department did not
have the required
number of employees
on the screening
committee
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the purchasing agency with sufficient education, training, and licenses,
or credentials in the area of the services required.

Of the six contracts executed by the department in FY2002-03, three
contracts were executed (formally signed by all parties) late, with one as
late as 151 days after the services were performed as follows:

The Engineering Office informed us that the three contractors had
initiated services before the contracts were finalized because they
expected the contracts to be forthcoming.

It is essential that contracts be properly executed before any services are
provided to ensure that 1) the type and scope of service to be provided is
agreed upon by all parties, 2) the services are those for which the
department has appropriated moneys, and 3) the roles and
responsibilities of the department and service providers are clearly
delineated to avoid confusion or misunderstanding.  It is also a poor
business practice to perform services without an executed contract in
place, as this practice exposes the department and its contractors to
unnecessary legal risk.

We recommend that the department:

1. Comply with the Hawaii Public Procurement Code and applicable
procurement rules.  Specifically, the department should ensure that:

a. All required documentation are properly filed and retained in the
contract files;

Services were
rendered prior to
execution of contracts

 
Contract 

No. 

 
Contract  

Term 

 
Effective  

Date 

 
Executed 

Date 

 
Date of 

First Invoice 

Date Service 
Commenced 
Per Invoice 

 
 

Days Late 
 
 
 
 

50378 

 
November 1, 

2002 – 
September 1, 

2003 

 
 
 
 

April 1, 2003 

 
 
 
 

April 1, 2003 

 
 
 

November 18,  
2002 

 
 
 

November 1, 
2002 

 
 
 
 

151 days 
 

 
 
 

50461 

 
November 1, 

2002 – 
September 1, 

2003 

 
 
 

November 1, 
2002 

 
 
 
 

March 11, 2003 

 
 
 

December 16,  
2002 

 
 
 

November 1, 
2002 

 
 
 
 

130 days 
 
 

 
49882 

 
 

June 1, 2002 – 
June 30, 2003 

 
 
 

June 1, 2002 

 
 
 

July 17, 2002 

 
 

June 29,  
2002 

 
 
 

Not stipulated 

 
 
 

18 days 
 

Recommendations
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b. The list of qualified persons for professional services is
completed annually by the review committee designated by the
department director;

c. All bid envelopes are time-stamped, or approval is obtained from
the chief procurement officer to utilize another method;

d. Proper documentation is retained in the contract files with the
department’s justification for obtaining fewer than three bids for
the selection of a small purchase vendor; and

e. A minimum of three employees are represented on the screening
committee for professional service procurement, and their
names, qualifications, and credentials are properly documented
on the evaluation forms.

2. Ensure contracts are properly executed prior to the commencement
of the contracted work.

3. Provide appropriate periodic training to ensure the Engineering
Office and other personnel involved in the procurement process are
familiar with the procurement requirements.

We tested a sample of six pay periods for five Disaster Program
employees (total of 30 items tested) and noted eight instances in which
the employees’ wages were incorrectly charged 100 percent to federal
funds rather than 75 percent to federal funds and 25 percent to state
(general) funds.  As a result, the department overcharged the federal
government by $11,751, since employees’ wages were not allocated to
the proper appropriation codes.  In June 2003, the department identified
the misallocations, which dated back to September 1, 2002, and
corrected the allocation of the employees’ wages at that time.  The
department also reduced the June 2003 request for federal
reimbursement due to the misallocations.

The department does not have any formal written procedures to ensure
that changes to the payroll wage allocation are completed in a timely
fashion.  To request changes to the employees’ wage allocations, the
Request for Personnel Action form must be completed by the division
head or program administrator and approved by the fiscal officer, deputy
adjutant general, and the personnel officer.  Although the department
uses the instructions for the Request for Personnel Action form as
guidance, the instructions do not specify due dates to ensure that changes
in the allocation of payroll wages have been properly requested by the
division head or program administrator, approved by the appropriate

The Department
Did Not Make
Changes to the
Allocation of
Payroll Wages on
a Timely Basis
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personnel, and reflected in the proper appropriation codes (federal,
special revenue or general funds).

Untimely changes to the allocation of employees’ wages could result in
future overcharges to the federal government and may jeopardize future
federal funding.  The misallocation of wages also results in
misclassification of charges to the various appropriation codes.

We recommend that the department include in the instructions for the
Request for Personnel Action form procedures to ensure that changes in
the allocation of payroll wages among appropriation codes are processed
on a timely basis.  The department should also establish adequate
procedures to ensure the proper monitoring of this process.

We tested 15 of 68 Financial Status Quarterly Reports filed in FY2002-
03 and noted that the department had submitted the December 31, 2002
Financial Status Quarterly Reports for five grants on February 7, 2003,
eight days after the required submittal date.  Title 44, Section 13.41 (b)
(1) of the Code of Federal Regulations states that Financial Status
Quarterly Reports are due 30 days after the reporting period.

The department does not have any formal written procedures assigning
responsibility to ensure that the Financial Status Quarterly Reports are
filed on a timely basis.  The department informed us that the delay in
submitting the reports had been caused by untimely submittal of the
administrative expenditures amounts charged to the various programs
from the Administrative Services Office (fiscal office) to the Civil
Defense Division that completes the reports.  The two positions in the
fiscal office responsible for completing and submitting this source
information to the Civil Defense Division were vacated in December
2002.  The accountant position was filled in October 2003 and the
supervising accountant position is still vacant.

Although the department was not assessed any penalty due to this late
filing, untimely submittal of reports to the federal government could
result in penalties to the department or jeopardize future federal funding.

We recommend that the department establish and enforce formal written
procedures to delineate the responsibilities and deadlines for completing
and submitting required reports.

Recommendation

The Department
Did Not File
Certain Federal
Financial Status
Reports on a
Timely Basis

Recommendation
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This chapter presents the results of the financial audit of the Department
of Defense as of and for the fiscal year ended June 30, 2003.  This
chapter includes the independent auditors’ report and the report on
compliance and internal control over financial reporting based on an
audit of financial statements performed in accordance with Government
Auditing Standards.  It also displays the department’s financial
statements together with explanatory notes.

In the opinion of PricewaterhouseCoopers LLP, except for the effects of
such adjustments, if any, as might have been determined to be necessary
had they been able to examine evidence regarding certain capital asset
costs and the related accumulated depreciation that should have been
recognized by the department on the implementation of Governmental
Accounting Standards Board (GASB) Statement No. 34 as of June 30,
2002, and that is reflected as a restatement, and the related depreciation
expense for the year ended June 30, 2003, reported in the statement of
net assets, statement of activities and Notes 4, 5, and 9, based on their
audit, the financial statements present fairly, in all material respects, the
financial position of the department as of June 30, 2003, and the changes
in its financial position for the year then ended in conformity with
accounting principles generally accepted in the United States of
America.  PricewaterhouseCoopers LLP noted that the department has
not presented the management’s discussion and analysis information that
the GASB has determined is necessary to supplement, although not
required to be part of, the basic financial statements in accordance with
GASB Statement No. 34 reporting requirements.

PricewaterhouseCoopers LLP also noted certain matters involving the
department’s internal control over financial reporting and its operations
that the firm considered to be a material weakness and reportable
conditions.  PricewaterhouseCoopers LLP noted that the results of its test
disclosed instances of noncompliance that are required to be reported
under Government Auditing Standards.

The Auditor
State of Hawaii:

We have audited the accompanying financial statements of the
governmental activities, each major fund, and the aggregate remaining

Chapter 3
Financial Audit

Summary of
Findings

Independent
Auditors’ Report
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fund information of the Department of Defense, State of Hawaii, as of
and for the year ended June 30, 2003, which collectively comprise the
department’s basic financial statements.  These financial statements are
the responsibility of the department’s management.  Our responsibility is
to express opinions on these financial statements based on our audit.

Except as discussed in the second succeeding paragraph, we conducted
our audit in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits
contained in Government Auditing Standards, issued by the Comptroller
General of the United States.  Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement.  An audit includes
examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements.  An audit also includes assessing
the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement
presentation.  We believe that our audit provides a reasonable basis for
our opinions.

As discussed in Note 1, the financial statements of the department are
intended to present the financial position and the changes in financial
position of only that portion of the governmental activities, each major
fund, and the aggregate remaining fund information of the State of
Hawaii that are attributable to the transactions of the department.  They
do not purport to, and do not, present fairly the financial position of the
State of Hawaii as of June 30, 2003, and the changes in its financial
position for the year then ended in conformity with accounting principles
generally accepted in the United States of America.

We were unable to obtain sufficient evidential matter to support $12.2
million of $17.2 million in capital asset costs and related accumulated
depreciation of $4.5 million of $4.8 million that should have been
recorded by the department on the implementation of Governmental
Accounting Standards Board Statement No. 34 as of June 30, 2002, and
is reflected as part of the restatement of $12 million as of July 1, 2002 in
the financial statements (Notes 5 and 9), and the recording of
depreciation expense thereon of $373,000 in the year ended June 30,
2003.  Accordingly, we have not been able to determine the effects of
adjustments, if any, that might have been necessary had we been able to
examine such evidence.

In our opinion, except for the effects of such adjustments referred to in
the preceding paragraph, if any, the financial statements referred to
above present fairly, in all material respects, the respective financial
position of the governmental activities, each major fund, and the
aggregate remaining fund information of the department as of June 30,
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The following is a brief description of the basic financial statements
audited by PricewaterhouseCoopers LLP, which are presented at the end
of this chapter.

Government-Wide Financial Statements
Statement of Net Assets (Exhibit 3.1).  This statement presents assets,
liabilities, and net assets of the department at June 30, 2003 using the
accrual basis of accounting.  This approach includes reporting not just
current assets and liabilities, but also capital assets and long-term
liabilities.  The department’s net assets are classified as either invested in
capital assets or unrestricted.

Statement of Activities (Exhibit 3.2).  This statement presents
revenues, expenses, and changes in net assets of the department for the
year ended June 30, 2003, using the accrual basis of accounting and
presents a comparison between direct expenses and program revenues.
Under this approach, revenues are recorded when earned and expenses
are recorded at the time liabilities are incurred, regardless of when the
related cash flows take place.

Fund Financial Statements
Balance Sheet – Governmental Funds (Exhibit 3.3).  This statement
presents assets, liabilities, and fund balances by major governmental
fund and the aggregate remaining fund information using the current
financial resources measurement focus and modified accrual basis of
accounting.  Because the emphasis of this statement is on current
financial resources, capital assets, and long-term liabilities are not
reported.

Statement of Revenues, Expenditures and Changes in Fund Balances
– Governmental Funds (Exhibit 3.4).  This statement presents
revenues, expenditures, and changes in fund balances by major
governmental fund and the aggregate remaining fund information using
the current financial resources measurement focus and modified accrual
basis of accounting.  Under this approach, revenues are recognized when
measurable and available, while expenditures are recorded when the
related fund liability is incurred.

These statements compare actual revenues and expenditures of the
department’s general and major special revenue funds on a budgetary
basis to the budget adopted by the State Legislature for the year ended
June 30, 2003.

Description of
Basic Financial
Statements

Basic financial
statements

Budgetary comparison
statements (Exhibits 3.5
and 3.6)
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Explanatory notes that are pertinent to an understanding of the basic
financial statements and financial condition of the department are
discussed in this section.

Reporting Entity
The Department of Defense is a department of the State of Hawaii and
provides for the safety, welfare, and defense of the people of Hawaii by
maintaining readiness to respond in the event of war or disaster.  Its
divisions include the Hawaii Army and Air National Guards, Civil
Defense, and Office of Veterans Services.

The financial statements of the department present the financial position
and the changes in financial position of only that portion of the
governmental activities, each major fund, and the aggregate remaining
fund information of the State that are attributable to the transactions of
the department.  The State Comptroller maintains the central accounts
for all state funds and publishes comprehensive financial statements for
the State annually, which include the department’s financial activities.

Measurement Focus, Basis of Accounting and Financial Statement
Presentation
The accounting policies of the department conform to accounting
principles generally accepted in the United States of America as
prescribed by the Governmental Accounting Standards Board (GASB)
through its statements and interpretations.  The government-wide
statement of net assets and statement of activities are accounted for on a
flow of economic resources measurement focus.  With this measurement
focus, all assets and liabilities associated with the operation of these
activities are included on the statement of net assets.

The accounts of the department are organized and operated on a fund
basis.  Each fund is a separate fiscal and accounting entity, consisting of
self-balancing accounts that comprise its assets, liabilities, fund balance,
revenues and expenditures, as appropriate.  The funds are segregated for
the purpose of carrying on specific activities or attaining certain
objectives.  The department uses governmental-fund types.
Governmental-fund types are those through which the acquisition, use
and balances of the department’s expendable available financial
resources and the related liabilities are accounted for.  The measurement
focus is upon the availability and use of resources and of changes in
financial position rather than upon net income determination.  With this
measurement focus, only current assets and liabilities are generally

Notes to Basic
Financial
Statements

Note 1 – Financial
Statement Presentation

Note 2 – Summary of
Significant Accounting
Policies
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included on the balance sheet.  The revenues and expenditures represent
increases and decreases in net current assets.  The following are the
department’s governmental-fund types:

General Fund – accounts for all financial activities of the department,
except those required to be accounted for in another fund.  The general
fund presented is a part of the State’s general fund and is limited only to
those appropriations and obligations of the department.

Special Revenue Funds – account for the proceeds of specific revenue
sources (other than major capital projects) that are legally restricted to be
expended for specified purposes.  The department’s major special
revenue funds are as follows:

Air and Army National Guard – accounts for revenues and expenditures
of providing operations and maintenance projects.

Disaster assistance – accounts for revenues from and expenditures for
providing disaster assistance in the State of Hawaii.

Emergency management performance grant – accounts for revenues
from and expenditures for providing emergency preparedness in the State
of Hawaii.

National Guard Civilian Youth Opportunity – accounts for revenues
from and expenditures for providing youth programs.

Capital Project Funds – account for financial resources to be used for the
acquisition or construction of major capital facilities.  The department’s
major capital project funds are as follows:

Veteran Center Cemetery – accounts for financial resources to be used
for the acquisition or construction of major capital facilities of the
cemetery.

Regional Training Center – accounts for financial resources restricted
for the construction or acquisition of the structures at the training site.

All governmental-fund types are accounted for using the modified
accrual basis of accounting.  Under the modified accrual basis of
accounting, revenues are recorded when susceptible to accrual, that is,
both measurable and available, usually when the appropriations are
allotted.  Expenditures are generally recognized when the related liability
is incurred, except for accumulated unpaid vacation and workers
compensation benefits, which are recognized as expenditures when
payable with expendable available financial resources.
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In applying the susceptible to accrual concept to federal grant revenues,
the legal and contractual requirements of the numerous individual
programs are used as guidance.  Under most of the department’s federal
programs, moneys must be expended for a specific purpose or project;
therefore, revenue is recognized to the extent that expenditures are
recognized.

Encumbrances
Encumbrance accounting is employed in the governmental-fund types,
under which purchase orders, contracts, and other commitments for the
expenditure of resources are recorded to reserve that portion of the
applicable appropriation.  Encumbrances outstanding at year-end are
reported as reservations of fund balances since the commitments will be
honored when the goods or services are received.

Cash
The department’s cash is held by the State Treasury and pooled with
funds from other state agencies and departments.  At June 30, 2003,
information related to the insurance and collateral of funds deposited
into the State Treasury was not available, since such information is
determined on a statewide basis and not for individual departments.
Cash deposits into the State Treasury are either federally insured or
collateralized with obligations of the state or United States government.
All securities pledged as collateral are held either by the State Treasury
or by the State’s fiscal agents in the name of the State.

Capital Assets
Capital assets are not capitalized in the governmental funds used to
acquire or construct them.  Instead, capital acquisition and construction
are reflected as expenditures in governmental funds, and the related
assets are reported in the statement of net assets.  Capital assets are
recorded at cost on the date of acquisition, or if donated, at appraised
value on the date of donation.  Maintenance, repairs, minor
replacements, renewals and betterments are charged to operations as
incurred.  Capital assets are defined as assets with an initial individual
cost of $5,000 or more for equipment and $100,000 for buildings and
land improvements.  Depreciation is recorded on capital assets on the
government-wide statement of activities.  Depreciation is computed
using the straight-line method over the following estimated useful lives:

Buildings 30 years
Land improvements 15 years
Equipment 7 years
Vehicles 5 years

GASB Statement No. 34, Basic Financial Statements – and
Management’s Discussion and Analysis – for State and Local
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Governments, required government entities to report and depreciate
infrastructure assets, effective July 1, 2001.  However, as permitted by
GASB No. 34, the department has elected to defer implementing the
retroactive infrastructure assets reporting requirements until fiscal year
ending June 30, 2006.

Interfund Receivables/Payables
Reimbursements for expenditures paid by the general fund on behalf of
the special revenue funds are classified as “due from other funds” and
“due to other funds” on the governmental fund balance sheet.

Due to State of Hawaii
This account consists of reimbursements for expenditures paid by the
State of Hawaii general fund on behalf of the special revenue funds.

Accrued Vacation
Vacation pay is accrued as earned by employees.  Employees hired on or
before July 1, 2001, earn vacation at the rate of one and three-quarters
working days for each month of service.  Employees hired after July 1,
2001, earn vacation at rates ranging between one and two working days
for each month of service, depending upon the employees’ years of
service and job classification.  Vacation days may be accumulated to a
maximum of 90 days at the end of the calendar year and is convertible to
pay upon termination of employment.  The employees’ accrued vacation
is expected to be liquidated with future expendable resources and is
therefore accrued in the statement of net assets.

Grants and Deferred Revenue
Grants are recorded as intergovernmental receivables and revenues when
the related expenditures are incurred.  Grant funds received in advance
prior to the incurrence of expenditures are recorded as deferred revenue.

Intrafund and Interfund Transactions
Significant transfers of financial resources between activities included
within the same fund are offset within that fund.

Use of Estimates
The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities,
the disclosure of contingent assets and liabilities at the date of the
financial statements, and the reported amounts of revenues and expenses/
expenditures during the reporting period.  Actual results could differ
from those estimates.
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Revenue estimates are provided to the State Legislature at the time of
budget consideration and are revised and updated periodically during the
fiscal year.  Amounts reflected as budgeted revenues in the budgetary
comparison statements are those estimates as compiled by the state
director of finance.  Budgeted expenditures for the department’s general
and special revenue funds are provided to the state Department of Budget
and Finance for accumulation with budgeted amounts of the other state
agencies and included in the governor’s executive budget, which is
subject to legislative approval.

A comparison of budgeted and actual (budgetary basis) revenues and
expenditures of the general and major special revenue funds are
presented in the budgetary comparison statement – general fund and
special revenue funds.  The final legally-adopted budget in the budgetary
comparison statements represents the original appropriations, transfers,
and other legally authorized legislative and executive changes.

The legal level of budgetary control is maintained at the appropriation
line-item level by department, program, and source of funds as
established in the appropriations acts.  The governor is authorized to
transfer appropriations between programs with the same department and
source of funds; however, transfers of appropriations between
departments generally require legislative authorization.  Records and
reports reflecting the detail level of control are maintained by and are
available at the department.

To the extent not expended or encumbered, general fund appropriations
generally lapse at the end of the fiscal year for which the appropriations
were made.  The State Legislature specifies the lapse dates and any other
contingencies that may terminate the authorizations for other
appropriations.

Differences between revenues and expenditures reported on the
budgetary basis and those reported in accordance with generally
accepted accounting principles (GAAP) are mainly due to the different
method used to recognize resource uses.  For budgeting purposes,
revenues are recognized when cash is received and expenditures are
recognized when cash disbursements are made or funds are encumbered.
In the accompanying financial statements presented in accordance with
generally accepted accounting principles, revenues are recognized when
they become available and measurable, and expenditures are recognized
as incurred.

The following schedule reconciles the budgetary amounts to the amounts
presented in accordance with GAAP:

Note 3 – Budgeting and
Budgetary Control
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The governmental funds balance sheet includes a reconciliation between
fund balance of total governmental funds and net assets of governmental
activities, as reported in the statement of net assets.  The reconciling
items include differences in reporting of capital assets and long-term
liabilities, which represent accrued vacation.

The governmental funds statement of revenues, expenditures, and
changes in fund balances include a reconciliation between net change in
fund balances of total governmental funds and changes in net assets
reported in the statement of activities.  One element of that reconciliation
includes reporting of capital assets and depreciation expense, as follows:

Special Revenue Funds
National

Emergency Guard
Air and Army Management Civilian Youth

General National Disaster Performance Opportunity
Fund Guard Assistance Grant Program

Sources / Inflows of Resources:
Actual amounts (budgetary basis) 

“available for appropriation”
from the budgetary comparison statement 8,793,254$         5,790,198$         2,916,694$         2,205,750$         1,699,257$         

Differences – budget to GAAP:
Revenue accruals for the year

not recognized for budgetary purposes, 
net of prior year accruals - 874,914 20,373 67,391 (68,130)

Lapsed appropriations (23,476) - - - -

Total revenues as reported on the 
statement of revenues, expenditures 
and changes in fund balance – 
governmental funds 8,769,778$         6,665,112$         2,937,067$         2,273,141$         1,631,127$         

Uses / Outflows of Resources:
Actual amounts (budgetary basis) 

“total charges to appropriations”
from the budgetary comparison statement 8,793,254$         8,096,853$         2,905,309$         2,464,310$         1,752,813$         

Differences – budget to GAAP:
Expenditures for prior fiscal years’ 

encumbrances 621,688 1,086,172 - 134,574 130,677
Reserved for encumbrances at 

fiscal year-end (712,624) (2,400,702) (18,446) (395,324) (162,262)
Expenditure accruals for the year not 

recognized for budgetary purposes, 
net of prior year accruals 118,532 (117,211) 50,204 69,581 (90,101)

Total expenditures as reported on the 
statement of revenues, expenditures
and changes in fund balances – 
governmental funds 8,820,850$         6,665,112$         2,937,067$         2,273,141$         1,631,127$         

Note 4 – Reconciliation
of Government-wide
and Fund Financial
Statements

Capital outlays 571,964$              
Depreciation expense (3,044,922)

(2,472,958)$           
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The changes to capital assets as of June 30, 2003, are as follows:

Depreciation expense for the year ended June 30, 2003, was charged to
the department’s functions, as follows:

The changes to accrued vacation for the year ended June 30, 2003, were
as follows:

Restated
Balance at Adjustments Balance, Disposals/ Balance at

July 1, 2002 (Note 9) July 1, 2002 Additions Transfers June 30, 2003
Depreciable Assets:

Land improvements 22,722,942$       -$                        22,722,942$       -$                        -$                        22,722,942$       
Buildings 19,472,610 17,158,567 36,631,177 476,221 - 37,107,398
Vehicles 767,597 10,800 778,397 78,782 (20,093) 837,086
Equipment 9,299,571 (2,136,485) 7,163,086 352,109 (67,538) 7,447,657

Total 52,262,720 15,032,882 67,295,602 907,112 (87,631) 68,115,083

Less Accumulated 
Depreciation:

Land improvements 8,764,646 - 8,764,646 1,514,863 - 10,279,509
Buildings 11,343,233 4,799,383 16,142,616 1,077,957 - 17,220,573
Vehicles 724,809 1,240 726,049 22,444 (20,093) 728,400
Equipment 8,261,220 (2,216,970) 6,044,250 429,658 (67,538) 6,406,370

Total 29,093,908 2,583,653 31,677,561 3,044,922 (87,631) 34,634,852

Subtotal 23,168,812 12,449,229 35,618,041 (2,137,810) - 33,480,231

Land 123,685 - 123,685 - - 123,685
Construction-in-progress 1,721,158 (442,305) 1,278,853 - (335,148) 943,705

25,013,655$       12,006,924$       37,020,579$       (2,137,810)$        (335,148)$           34,547,621$       

Note 6 – Accrued
Vacation

Note 5 – Capital Assets

Air and Army National Guard 1,187,168$              
Civil Defense 306,886
National Guard Civilian Youth Opportunity 16,509
Veteran Center Cemetery 1,534,359

3,044,922$              

Balance at July 1, 2002 1,381,947$              
Increase 919,049
Decrease (799,181)

Balance at June 30, 2003 1,501,815$              
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Employees’ Retirement System
Substantially all eligible employees of the department are members of
the Employees’ Retirement System of the State of Hawaii (ERS), a cost-
sharing, multiple-employer public employee retirement plan.  The ERS
provides retirement benefits as well as death and disability benefits.  All
contributions, benefits, and eligibility requirements are established by
Chapter 88, HRS, and can be amended by legislative action.

The ERS is composed of a contributory retirement option and a
noncontributory retirement option.  Prior to July 1, 1984, the ERS
consisted of only a contributory option.  In 1984, legislation was enacted
to add a new noncontributory option for members of the ERS who are
also covered under social security.  Persons employed in positions not
covered by social security are precluded from the noncontributory
option.  The noncontributory option provides for reduced benefits and
covers most eligible employees hired after June 30, 1984.  Employees
hired before that date were allowed to continue under the contributory
option or to elect the new noncontributory option and receive a refund of
employee contributions.  All benefits vest after five and ten years of
credited service under the contributory and noncontributory options,
respectively.  Both options provide a monthly retirement allowance
based on the employee’s age, years of credited service, and average final
compensation (AFC).  The AFC is the average salary earned during the
five highest paid years of service, including the vacation payment, if the
employee became a member prior to January 1, 1971.  The AFC for
members hired on or after that date and prior to January 1, 2003, is based
on the three highest paid years of service, excluding the vacation
payment.  Effective January 1, 2003, the AFC is the highest three
calendar years or highest five calendar years plus lump sum vacation
payment, or highest three school contract years, or last 36 credited
months or last 60 credited months plus lump sum vacation payment.
Contributions for employees of the department are paid from the State
general fund.

Most covered employees of the contributory option are required to
contribute 7.8 percent of their salary.  The funding method used to
calculate the total employer contribution requirement is the entry age
normal actuarial cost method.  Under this method, employer
contributions to the ERS are comprised of normal cost plus level annual
payments required to amortize the unfunded actuarial accrued liability
over the remaining period of 29 years from July 1, 2000.

Actuarial valuations are prepared for the entire ERS and are not
separately computed for each department or agency.  Information on
vested and nonvested benefits, and other aspects of the ERS is also not
available on a departmental or agency basis.

Note 7 – Retirement
Benefits
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ERS issues a Comprehensive Annual Financial Report (CAFR) that
includes financial statements and required supplementary information,
which may be obtained from the following address:

Employees’ Retirement System of the State of Hawaii
201 Merchant Street, Suite 1400

Honolulu, Hawaii  96813

Post-retirement Health Care and Life Insurance Benefits
In addition to providing pension benefits, the State, pursuant to Chapter
87, HRS, provides certain health care and life insurance benefits to all
qualified employees.  For employees hired before July 1, 1996, the State
pays the entire monthly health care premium for those retiring with ten
or more years of credited service, and 50 percent of the monthly
premium for those retiring with fewer than ten years of credited service.
For employees hired after June 30, 1996, and retiring with fewer than ten
years of service, the State makes no contributions.  For those retiring
with at least ten years but fewer than 15 years of service, the State pays
50 percent of the retired employees’ monthly Medicare or non-Medicare
premium.  For employees hired after June 30, 1996, and retiring with at
least 15 years but fewer than 25 years of service, the State pays
75 percent of the retired employees’ monthly Medicare or non-Medicare
premium; and for those retiring with over 25 years of service, the State
pays the entire health care premium.  Free life insurance coverage for
retirees and free dental coverage for dependents under age 19 are also
available.  Retirees covered by the medical portion of Medicare are
eligible to receive a reimbursement for the basic medical coverage
premium.  Contributions are financed on a pay-as-you-go basis.

Insurance Coverage
Insurance coverage is maintained at the State level.  The State is self-
insured for substantially all perils including workers’ compensation.
Expenditures for workers’ compensation and other insurance claims are
appropriated annually from the State’s general fund.

The department is covered by the State’s self-insured workers’
compensation program for medical expenses of injured department
employees.  However, the department is required to pay temporary total
and temporary partial disability benefits as long as the employee is on
the department’s payroll.  Because actual claims liabilities depend on
such complex factors as inflation, changes in legal doctrines, and damage
awards, the process used in computing claims liability does not
necessarily result in an exact amount.  Claims liabilities may be re-
evaluated periodically to take into consideration recently settled claims,
the frequency of claims, and other economic and social factors.

Note 8 – Commitments
and Contingencies
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Workers’ compensation benefit claims reported as well as incurred but
not reported were reviewed at year end.  The estimated losses from these
claims are not material.

Accumulated Sick Leave
Employees hired on or before July 1, 2001, earn sick leave credits at the
rate of one and three-quarters working days for each month of service.
Employees hired after July 1, 2001, earn sick leave credits at the rate of
one and one-quarter or one and three-quarters working days for each
month of service, depending upon the employees’ years of service and
job classification.  Sick leave can be taken only in the event of illness
and is not convertible to pay upon termination of employment.
However, a state employee who retires or leaves government service in
good standing with sixty days or more of unused sick leave is entitled to
additional service credit in the ERS.  Accumulated sick leave at June 30,
2003, was approximately $3,347,000.

Deferred Compensation Plan
The State offers its employees a deferred compensation plan created in
accordance with Internal Revenue Code Section 457.  The plan, available
to all state employees, permits employees to defer a portion of their
salary until future years.  The deferred compensation is not available to
employees until termination, retirement, death, or unforeseeable
emergency.

All plan assets are held in a trust fund to protect them from claims of
general creditors.  The State has no responsibility for loss due to the
investment or failure of investment of funds and assets in the plan, but
has the duty of due care that would be required of an ordinary prudent
investor.

Construction Contracts
At June 30, 2003, construction contract commitments approximated
$4,519,000.

Unresolved Claims for Reimbursement for Federal Disaster Funds
The Federal Emergency Management Agency (FEMA) of the United
States government requested reimbursement of $12,167,000 plus interest
from the department’s Civil Defense Division, for insurance proceeds
received by the State from its insurer for disaster damages.  In the
Hurricane Iniki emergency, certain repairs were performed by the United
States Army Corps of Engineers (USACE) under a direct agreement with
FEMA, and funds paid directly to the USACE are considered federal
financial assistance to the beneficiary State.  FEMA has taken the
position that the repair work was included in the State’s settlement.
FEMA cites section 312 of the Robert T. Stafford Disaster Relief and
Emergency Assistance Act, as amended, and has concluded that there
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would be a “duplicate of benefits,” if the State is allowed to retain the
insurance proceeds.

The insurance proceeds received by the State has been deposited and
held in the accounts of the Risk Management Division of the State’s
Department and Accounting and General Services (DAGS).  As of
June 30, 2003, the State reimbursed FEMA for $7.4 million, but
continues to dispute the balance.  The final resolution related to the
remaining balance of $4.8 million cannot be presently determined.  In the
event the State must make additional reimbursements to FEMA, funding
for the reimbursement must come from the accounts of DAGS or such
other department as may legally be appropriate, whether directly to
FEMA or indirectly through the department.

The department was required to record capital assets and the related
accumulated depreciation as part of the implementation of GASB
Statement No. 34 as of June 30, 2002.  The cumulative effect of applying
this Statement was reported as a restatement of beginning net assets as of
July 1, 2001.  During FY2002-03, the department identified additional
capital assets that should have been capitalized and depreciated on the
implementation of GASB Statement No. 34.  The June 30, 2002 financial
statements, reported on by other auditors, should have reflected the
adjustments identified in Note 5, as part of this implementation.
However, as such adjustments were not made as of June 30, 2002, the
department has restated the beginning net assets in FY2002-03 by
$12,006,924.

Note 9 – Restatement















41

Comments on
Agency Response

Response of the Affected Agency

We transmitted a draft of this report to the Department of Defense on
March 9, 2004.  A copy of the transmittal letter to the department is
included as Attachment 1.  The response of the department is included as
Attachment 2.

The department generally concurs with most of our findings and
recommendations, and provides additional comments to explain its
current procedures and corrective actions planned to address the internal
control deficiencies identified in our report.  The department also offers
additional information on the findings with which it disagrees.

Regarding our finding on the department’s failure to provide adequate
documentation to support certain capital asset costs and the related
accumulated depreciation, the department states that because the
facilities were built by the federal government, it was not certain whether
they should be recorded as department assets.  However, we note that the
facilities in question also include others acquired or built by the
department with federal funds.  The Department of Accounting and
General Services (DAGS) confirmed that, although it does not have a
written policy, DAGS has verbally instructed inquiring departments,
upon the implementation of GASB Statement No. 34 in FY2001-02, to
record capital assets built or acquired with federal funds, and used and
managed by the State, which conforms to the GASB Implementation
Guide.  The department further states that it fails to see the value of
adopting our recommendation to document the initial cost of the
facilities, partly because some may be fully depreciated.  We, however,
note that many of the facilities in question were built within the past
decade or so, making them recent assets.

The department disagrees with our finding on its noncompliance with a
small purchase documentation requirement.  The department maintains
that it selected a small purchase vendor upon proper receipt of
documents and feels that all efforts to execute the Procurement Code
were accomplished.  The department solicited price quotations from
three vendors and only one vendor responded to the solicitation with a
bid.  While we acknowledge that the department used the State of Hawaii
Record of Small Purchase form (SPO Form-10) properly to document the
results of the solicitation, it still failed to document its justification for
not obtaining three bids, as required by the State Procurement Office’s
procurement circular.
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